A recent decision of the Zürich Tax Appeals Court (Steuerrekursgerich des Kantons Zürich) of 26 March 2013 (SB.2013.00037/SB.2013.00038) elucidates the existing taxation practice of companies at the place of effective management regardless of the place of incorporation. An asset management company underlying a trust and incorporated in Jersey (CI), with bankable assets in Switzerland, was found to be taxable in the canton of Zürich (CH) where the settlor was domiciled and was making investment decisions.
Facts
In 1997, B-domiciled and tax resident in the canton of Zürich, Switzerland, ('Settlor')-settled a trust ('Trust') in Jersey. It was undisputed that B was the actual settlor, although, for confidentiality purposes his sister (resident outside Switzerland) was named as a settlor in the Trust documents. A Jersey company, E Ltd, was appointed a trustee of the Trust ('Trustee'). The Settlor transferred his undeclared assets into Trust. The beneficiaries of the Trusts were the Settlor himself, his wife, and two then minor children ('Beneficiaries'). The Settlor appointed a protector ('Protector'), who after 2003 was an attorney F, domiciled in the canton of Zürich.
At the same time, a Jersey company with a share capital of £10 was incorporated, whose shares were put into trust ('Underlying company'). The principal activity of the Underlying company was asset management.
The Trust granted a loan of around CHF 30 mio to the Underlying company for investment purposes.
The Underlying company did not actively manage the assets but instead deposited the assets on various bank accounts in Switzerland and entrusted the asset management to the banks and external assets managers.
In November 2010, the Settlor made a voluntary disclosure of the Trust structure and its assets to the Zürich tax authorities.
At the end of 2011, a distribution in the amount of CHF 24,300,000 was made to the Settlor, through repayment of the Trust's loan by the Underlying company and transfer of the assets of the Underlying company to the Settlor's personal account with the same bank.
The Zürich tax authorities concluded that the Underlying company was a tax resident in Switzerland, at the place of its effective management, rather than at the place of its incorporation in Jersey. The Zürich Tax Appeals Court ('TAC') affirmed.
Court findings

Effective management
A legal entity (whether incorporated in Switzerland or abroad) is subject to unlimited tax liability in Switzerland if it has either a seat or a place of effective management in Switzerland.
According to Swiss case law, the place of effective management is where an enterprise has economic and effective centre of its existence.
No effective management is deemed at a place of administration or of subordinate activities. In particular, bookkeeping, correspondence or-in the case of real estate companies-conclusion of tenancy agreements, communications with tenants and maintenance of real estate will not give rise to unlimited tax liability by virtue of effective management.
Burden of proof
The burden of proof lies entirely with the tax authorities to show that the business of the legal entity was carried out in Switzerland. It is not the taxpayer who has to prove that the place of its effective management was at the registered office outside Switzerland.
Despite practical difficulties of evidential showing that the registered office in another state is a pure formality the taxpayer has no duty to cooperate.
Should on the balance of probabilities be shown that the alleged by the tax authorities seat is in Switzerland, this will suffice as a prima facie case and it is for the legal entity to produce a contrary evidence of the seat outside Switzerland.
Fiscal transparency
Since for the Swiss tax authorities a trust is fiscally transparent, it is not the Trust or Trustee but the Settlor who is deemed the shareholder and therefore the controller of the Underlying company.
According to TAC, the Trust structure was used as a veil so that the controlling position of the Settlor would not be obvious from the outside, however his control diminished in no way. Furthermore, the Settlor was able to realise all his 'wishes' through the Swiss Protector appointed by the Settlor, and was able to indirectly at his own discretion direct the business activity of the Underlying company.
Business activities
The purpose of the Underlying company within the Trust structure was limited to holding and managing the undeclared assets of the Settlor. However, the Underlying company did not perform these activities itself but instead delegated to banks and external asset managers.
The Underlying company allocated the asset management mandates to two Swiss asset managers: Bank G and an asset management company H AG.
Within the taxable period from 2006 to 2011 the activities of the Underlying company no longer involved the appointment of asset managers but the following up of the existing mandates ie monitoring the execution of these mandates and/or of the originally chosen investments strategies.
According to the Bank G, there were discussions held twice a year between the Settlor, Portfolio Manager, and relationship manager. The Portfolio Manager would prepare a written report on the current investment strategy and the execution of the mandate and submitted it to the Settlor.
The company H AG held no regular discussions with the Settlor, but it was undisputed that between 2002 and 2004 the Settlor himself on was the board of H AG. Moreover, the Settlor personally knew the H AG's founder who personally looked after the investment portfolio in question. The offices of H AG were at the same address in Zürich as the offices of the asset management company of the Settlor.
Administration
The Underlying company was serviced by a professional trust company (acting as Trustee of the Trust), providing similar services to a great number of clients.
The TAC found that when entities such as the trust company provide services for numerous Jersey incorporated companies and collect fees, which to a certain extent cover the use of their own office premises, there is no sufficient ground to assume that these entities carry out their activities at the place of their registered office, ie at the place of the seat of the service provider, as opposed to the place of their effective management outside Jersey.
According to the invoices from the trust company, the following services were provided in Jersey: Seek and appoint investment advisors to undertake the management of assets, currently Bank G and Bank I. ' The TAC considered that no action was necessary as to the third item, ie 'seek and appoint investment advisors', as the asset management mandates with the same banks remained in place unchanged. There was little room left for the actual supervision of the reputable Swiss asset manager through the Directors of the Underlying company, when the local asset manager acting under a standard contract was simply to adhere to the fixed investment guidelines.
With respect to points one and two, such items as administration, bookkeeping, accounting, and financial statements do not form a ground for effective management, as this is not the actual business of the enterprise but pure administration.
Hence, according to TAC the effective management did not follow from the Jersey set up.
Settlor's control
Firstly, given the Settlor's personal and local link with the asset management company H AG, the Settlor had a say over the tactical and other investment decisions with respect to the Underlying company.
Secondly, the Settlor had the necessary professional know how and, in addition, advised third parties in financial matters. In the circumstances, it was highly unlikely that the Settlor would have left the management that was highly speculative of a major part of his assets entirely in the hands of a third party asset managers.
Thirdly, the Underlying company deposited the assets subject to management with the banks and entered into asset management agreements. Under the asset management agreements, the banks were entitled to make their own investment decisions within the investment guidelines. The Directors of the Underlying company themselves had never made any investment decisions or in respect of entering into the asset management agreements, instead, the related business activity (¼ choice of the asset manager and investment decisions) was carried out more by the Settlor (through Protector).
Fourthly, pursuant to the Trust Deed the share capital of the Underlying company amounted to GBP 10.
At the same time, the Trust granted to the Underlying company a loan, which was unsecured and interest free, for the total of around CHF 30 mio to finance long-term investments. The accounts for 2003 and 2004 showed an over-indebtedness of CHF 7.5 mio. It was clear to the TAC that business of the Underlying company could not run with an equity capital of GBP 10, not to mention the financing of highly speculative investments. Therefore, the loans granted by the Trust were economically qualified as the Settlor's equity capital. In the mind of the TAC, no bank or any independent third party would advance funds for investment without any security, decision-making power, and interest free.
Fifthly, at the time of over-indebtedness, the shareholder injected no capital; this also shows that it was the Settlor who determined the investment policy.
In conclusion, the Settlor carried out the effective management of the Underlying company from Zürich. The Directors of the Underlying company in Jersey would make no managerial decisions, their acts limited to administration of the Underlying company according to the Settlor's directions.
Comments
At the time of the writing of this article, the appeal to the Zurich Administrative Court is pending.
For taxation purposes, the TAC considered the Settlor as a shareholder of the Underlying company rather than the Trustee. The TAC, however, did not apply the concept of lifting the corporate veil ('Durchgriff') which is used in limited circumstances under Swiss law, in particular, where the assets of the company are comingled with the personal assets of the shareholder, which was not the case here.
The TAC did not take into consideration any rights and duties of the Trustee with respect to the Trust property, nor the duties of the board of directors of the Underlying company.
The case seems to turn on the specific fact that the Settlor was himself a professional asset manager. While it was undisputed that the Settlor chose the asset managers and the investment policy for the Underlying company, the issue became that of the Settlors further involvement. The TAC found it unlikely that the Settlor were not involved in the management of the portfolio of over CHF 100 mio, even though: a. The Settlor had no signatory right over the accounts of the Underlying company. b. All asset management contracts were executed by the Directors of the Underlying company.
c. Bank documents in relation to the transactions were provided solely to the Underlying company which could timely monitor the investments. The Settlor received no copies of any bank documents. d. Investment policy has not been changed at all.
It remains to be seen whether the court would reach the same conclusion in the case of a lay Settlor inexperienced in asset management.
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